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PREFACE. 

This  booklet  contains  the  substance  of  three  public 
lectures  given  in  Melbourne  in  the  last  week  of  October, 
1931.  The  second  lecture  was  given  by  Associate-Pro- 
fessor Wood  and  the  first  and  third  by  me.  I have  drawn 
upon  two  articles  on  Australian  exchange  previously  pub- 
lished in  The  Argus  and  Sydney  Morning  Herald,  and  also 
upon  an  article  on  *'The  Gold  Standard,  published  in  the 
Australian  Accotmtant,  of  October,  1931.  For  permis- 
sion to  use  these  articles  I am  indebted  to  the  Editors  of 
these  three  journals.  The  lectures  published  here  have 
obvious  limitations  for  the  student  who  desires  to  dig 
deeply  into  the  subjects.  They  are  a mere  popular  exposi- 
tion, and  are  published  as  an  introduction  to  the  subject 
for  the  increasing  number  of  people  who  have  become 
interested  in  monetary  problems  in  these  troublesome  days. 
It  is  hoped  that  they  will  stimulate  many  readers  to  go 
more  deeply  into  the  subject.  For  this  purpose  they 
should  read  an  elementary  text,  such  as  Lehfeldt:  Money 
(Oxford  University  Press),  and  then  proceed  to  The 
Report  of  the  (Macmillan)  Committee  on  Fmance  and 
Industry  (H.M.S.  Office,  Cmd.  3897)  and  Keynes:  A 
Treatise  on  Money  (Macmillan),  2 vols.  My  own  work. 
Credit  and  Currency  Control  (Melbourne  University 
Press) , a second  edition  of  which  will  shortly  be  published, 
is  suggested  for  any  reader  who  desires  an  amplification  of 
the  views  I have  expressed  here.  Associate-Professor 
Wood’s  Business  and  Borrowing  in  Australia  (Oxford  Uni- 
versity Press)  throws  much  light  upon  the  effect  of  over- 
seas borrowing  upon  Australian  banking,  exchange  and 
general  economic  conditions.  Finally,  a good  short 
account  of  the  gold  standard  is  given  in  Hawtrey:  The 
Gold  Standard  (Longmans). 

D.  B.  COPLAND. 

The  University  of  Melbourne. 

October  29th,  1931. 


LECTURE  I. 

GOLD  AS  AN  INTERNATIONAL  STANDARD. 


^^The  virtual  gold  standard  to  which  the  English 
public  had  become  accustomed  was  founded  on  nothing 
but  the  over -valuation  of  gold  in  the  coinage  system” — 
(Hawtrey:  The  Gold  Standard.) 

^^As  in  the  case  of  England,  the  United  States  passed 
from  silver  to  gold  in  the  first  place  not  by  a definite  act 
of  policy  but  by  an  accidental  over -valuation  of  gold.” — 
(Hawtrey:  Currency  and  Credit.) 

L Gold  and  the  Price  Level. 

The  medium  of  exchange  in  the  modern  world  is 
currency  and  credit,  not  gold.  But  gold  is  the  standard 
of  deferred  payments.  It  is  far  from  being  a stable  stan- 
dard, and  it  is  only  in  the  last  50  years  that  it  has  come 
to  be  recognised  as  the  international  standard.  Both  silver 
and  copper  have  longer  claims  to  fame  as  monetary  stan- 
dards. Gold  has  been  universally  adopted  only  because  it 
has  been  produced  in  sufficient  quantities  in  comparatively 
recent  times.  In  1870  the  world’s  monetary  stock  of  gold 
was  less  than  £5 50m.,  and  it  was  still  only  £77 5m.  in  1898. 
To-day  it  is  approaching  £2, 5 00m.,  but  the  rate  of  increase 
is  declining,  and  there  are  definite  evidences  that  the  gold 
stock  will  not  keep  pace  with  the  world’s  increase  in  trade 
and  population,  unless  the  demand  for  gold  is  modified 
by  international  action. 

The  prospective  increase  in  gold  supplies  in  the  imme- 
diate future  has  been  estimated  by  the  Gold  Delegation 
of  the  Financial  Committee  of  the  League  of  Nations. 
The  demand  for  gold  is  divided  into  non-monetary  and 
monetary  demand.  At  present  about  45%  of  annual 
supply  is  absorbed  by  the  non-monetary  demand.  The 
supply  available  for  monetary  purposes  is  thus  limited. 
The  monetary  demand  is,  however,  capable  of  modifica- 
tion under  monetary  management.  Thus  the  laws  relating 
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to  the  prDportion  of  gold  that  must  be  held  against  notes 
and  '*siglit  liabilities”  of  central  banks  may  be  modified. 
Under  existing  legislation^  the  ratio  of  gold  to  notes  differs 
from  25  7c  to  40%,  and  the  practice  is  to  hold  much 
greater  reserves  in  some  countries.  The  maintenance  of 
a fixed  proportion  of  gold  reserve  to  notes  requires  an 
increase  m gold  supplies  because  of  the  increase  in  trade 
and  population.  There  is  no  precise  measure  available 
of  the  annual  increase  required  for  this  purpose,  but  most 
authoritiiis  estimate  that  it  lies  between  2%  and  3%  per 
annum.  Thus  the  League  of  Nations  Delegation  has  pre- 
pared an  estimate  of  the  excess  or  deficit  of  the  amount  of 
new  moretary  gold  under  different  conditions.  The  esti- 
mate is  a 5 follows: — 


ESTIMATE  OF  FUTURE  MONETARY  DEMAND  FOR  GOLD 
IF  NO  ECONOMY  IN  ITS  USE  IS  MADE. 

{Reproduced  from  the  first  Interim  Report  of  the  Gold  Delegation  of  the 

.f'inancial  Committee  of  the  League  of  Nations.) 

(Converted  to  £ Sterling.) 


(£  millions.) 


Year. 

1 

Esti  nated 
Golc  Pro- 
duc  Jon. 

Non- 

Monetary 

Demand. 

Available 

for 

Monetary 

Purposes. 

Excess  or  deficit 
monetary  gold  avai 
increment  re<iu 

33  per  cent,  cover  if 
notes  and  sight 
liabilities  increase  at : 

of  amount  of  new 
liable  compared  with 
ired  to  provide. 

40  per  cent,  cover  if 
notes  and  sight 
liabilities  increase  at: 

2 per  cent, 
per 

annum. 

3 per  cent, 
per 

annum. 

2 per  cent, 
per 

annum. 

3 per  cent, 
per 

annum. 

1930 

83  0 1 

370 

46-0  1 

+ 11-7 

— 6-0 

1 + 4-9 

-16-3 

1931 

81  -6 

37-4 

45-2 

+ 10-3 

— 8-2 

4-  3-3 

i —191 

1932 

-2 

37-8 

46-4 

+ 10-6 

— 8-9 

+ 3-5 

—200 

1933 

8i  -6  1 

38-2 

45-4 

+ 8-8 

— 11-3 

-4  1-6 

-22-8 

1934 

81  -8 

38-6 

44-2 

+ 7-2 

— 14-4 

— 0-4  ' 

—25-9 

1935 

8]  -8 

391 

42-7 

+ 4-9 

— 17-7 

- 2-7 

—29-6 

1936 

8]  -6 

39-5 

42-1 

+ 3-5 

— 19-9 

— 4-3 

-32-5 

1937 

8(  *5 

39-8 

40-7 

+ 1-2 

-23-2 

— 6-6 

-35-9 

1938 

-9 

40-3 

38-6 

— 1-7 

-27-4 

— 9-7 

-40-5 

1939 

li  -0 

40-7 

35-3 

— 5-8 

—32  ■ 5 

— 14-0 

— 46-1 

1940 

7(  -0 

411 

34-9 

— 7-0 

— 35-0 

—15-2 

i — 48-9 

It  V ill  be  observed  that  unless  the  proportion  of  gold 
to  notes  is  on  the  average  not  more  than  33%,  and  the 
annual  demand  for  gold  increases  at  a rate  in  the  neigh- 

1.  A su  nmary  of  this  legislation  is  given  in  the  Federal  Reserve  Bulletin  for 
August,  1928,  p,  653. 
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bourhood  of  2%,  there  will  be  a deficiency  in  the  supply 
of  gold.  The  main  task  of  monetary  management  under 
the  gold  standard  is,  therefore,  to  keep  the  demand  for 
gold  within  these  limits.  Gold,  like  any  other  commodity, 
has  a value  determined  by  supply  in  relation  to  demand. 
The  value  of  gold  is  what  it  will  exchange  for  in  other 
commodities.  If  prices  are  high,  gold  will  purchase  rela- 
tively few  commodities,  and  its  value  will  be  low;  if 
prices  are  low,  it  will  purchase  relatively  many  commodi- 
ties. A deficiency  in  the  supply  of  gold  must  in  the 
absence  of  some  change  in  demand  cause  its  value  to  rise; 
that  is,  cause  prices  generally  to  fall.  These  are  long- 
period  tendencies.  For  reasons  given  below,  it  would  be 
a mistake  to  assume  that  the  recent  sudden  fall  in  the  price 
level  is  due  to  a sudden  deficiency  in  gold  supplies.  But 
this  does  not  lessen  the  disturbances  caused  by  fixing  con- 
tracts in  terms  of  gold  when  its  value  is  subject  to  such 
wide  variations  in  the  short  as  well  as  the  long  period. 
Thus  a contract  entered  into  in  1928  has  been  substan- 
tially altered  as  between  debtor  and  creditor  by  the  fail 
in  prices.  Assuming  the  contract  to  be  100  gold  dollars 
lent  in  1928  and  repayable  to-day,  the  commodities  pur- 
chasable with  the  100  dollars  is  40%  greater  now  than  in 
1928.  (Estimate  based  on  the  U.S.A.  Bureau  of  Labour 
Index  Number.)  The  burden  falls  on  the  lender  when 
prices  rise,  and  is  equally  disturbing  to  him.  It  is  only 
necessary  to  quote  the  following  figures  to  indicate  how 
serious  were  the  fluctuations  in  the  value  of  gold  in  the 
United  Kingdom  in  the  19th  century.  The  value  of  gold 
rises  when  prices  fall,  and  vice  versa: 

Price  Fluctuations  in  the  United  Kingdom 

19th  Century. 

Period.  Movement. 

1809-1849  Falling 

1849-1873  Rising 

1873-1896  Falling 

1896-1914  Rising 


during  the 

Percentage 

Change. 

59 

50 

40 

35 
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such  wide  fluctuations  in  the  price  level  and 
the  value  of  gold,  it  is  clear  that  gold  has  not  met  one 
impon  ant  test  of  a satisfactory  monetary  standard, 
namely,  that  it  should  provide  a stable  standard  of  deferred 
payments.  The  world  has  always  preferred  a single  com- 
modity money,  and  has  chosen  a commodity  that  is  small 
in  hu\^  compared  with  its  value.  The  choice  has  been 
made  largely  on  the  grounds  that  such  a commodity  is  a 
convenient  medium  of  exchange,  especially  for  interna- 
tional settlements,  and  is  in  universal  demand. 

II.  Gi  eat  Britain  under  the  Gold  Standard. 

Ir  1925,  when  Great  Britain  restored  the  gold  stan- 
dard, :he  world  definitely  accepted  gold  as  the  basis  of 
the  monetary  system.  There  were  high  hopes  that  the 
chang(s  that  had  taken  place  in  the  banking  systems  of 
many  :ountries  would  enable  the  international  price  level 
to  be  sustained.  The  United  States  had  developed  its 
federal  reserve  central  banking  system  to  a high  standard 
of  effi(  iency,  and  in  nearly  every  country  of  the  world  a 
centra,  bank  had  been  established  or  was  in  the  process 
of  development.  In  many  cases  these  central  banks  had 
the  right  to  count  as  part  of  their  legal  reserve  against 
the  noLe  issue  liquid  reserves  held  abroad.  Thus  gold  was 
to  be  c oncentrated  in  a few  great  money  markets,  and  used 
to  sup  3ort  currency  and  credit  in  all  gold-standard  coun- 
tries. Such  an  economy  in  the  use  of  gold  would  enable 
the  pi  ice  level  to  be  maintained,  and  the  disturbances 
associated  with  falling  prices  would  be  avoided.  It  was 
very  inportant  that  the  demand  for  gold  should  be 
reduced  as  much  as  possible,  because  gold  production  was 
less  thin  in  1913.  By  abolishing  the  internal  circulation 
of  gold  in  all  countries,  and  concentrating  reserves  in  a 
few  antres,  the  necessary  expansion  of  credit  and  cur- 
rency an  the  existing  and  prospective  monetary  supplies 
of  gold  was  possible.  Great  Britain  set  a good  example  in 
this  di'ection.  She  made  her  notes  convertible  into  gold 
bullior  in  amounts  of  not  less  than  400  ounces,  and 
accepted  the  principle  that  £150,000,000  was  a sufficient 
reserve  in  gold.  If  all  countries  had  adopted  the  same 


8 


measures,  the  gold  supplies  would  have  been  sufficient  to 
stimulate  a rise  in  prices.  The  following  table  shows  the 
gold  holdings  of  the  central  banks  in  recent  years.  (Figures 
in  millions  of  dollars.) : — 


Country. 

June, 

1924. 

June, 

1928. 

June, 

1930. 

June, 

1931. 

United  States  . . 

4095 

3732 

4178 

4593 

Great  Britain  . . 

624 

838 

763 

793 

France 

710 

1136 

1727 

2212 

Argentina  . . . . 

458 

616 

440 

350 

Japan  

599 

542 

434 

425 

Spain 

489 

503 

477 

468 

Germany 

110 

496 

624 

339 

Netherlands  . . . 

214 

175 

174 

200 

Italy 

218 

257 

274 

282 

Other  Countries 

1146 

1437 

1580 

1600 

This  table  is  a clear  indication  that  the  hopes  of  1925 
were  not  realised.  Most  countries  endeavoured  to  increase 
their  reserves.  Thus  the  "other  countries”  increased  their 
holdings  by  over  400  million  dollars  from  1924  to  1930 
before  the  crisis  became  acute,  while  France  accumulated 
large  stocks.  It  would  be  a mistake  to  attribute  this  to  a 
deliberate  policy  of  amassing  gold.  There  were  many 
influences  at  work  disturbing  the  international  money 
markets,  and  contributing  to  the  collapse  of  prices  that 
commenced  late  in  1929.  Indeed,  there  has  probably 
never  been  such  a combination  of  adverse  forces  prevent- 
ing the  co-operation  among  international  money  markets 
that  is  so  necessary  to  the  successful  working  of  any 
monetary  system.  These  forces  are  dealt  with  in  Lecture 
II.  It  is  only  necessary  to  point  out  here  that  confidence 
in  gold  as  an  international  standard  has  been  severely 
shaken  by  the  accumulation  of  60%  of  the  gold  in  two 
centres.  From  January,  1920,  to  June,  1931,  France  and 
America  increased  their  gold  stocks  by  £240m.  As  long 
as  gold  remained  the  international  standard,  the  world 
was  rapidly  becoming  enslaved  to  these  two  money  mar- 
kets, neither  of  which  has  shown  special  ability  or  judg- 
ment in  the  crisis.  But  gold  for  the  moment  is  not  the 
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international  standard.  Great  Britain,  Norway  and 
Sweden  India,  Denmark,  Australia,  New  Zealand,  Mexico 
and  the  South  American  Republics  have  deserted  it. 

In  the  case  of  Great  Britain,  the  maintenance  of  the 
gold  standard  after  1925  was  found  a special  burden.  It 
was  an  effort  for  her  to  raise  the  sterling-dollar  exchange 
to  parr  y in  1925.  It  could  have  been  maintained  at 
parity  \dthout  distress  had  world  prices  risen  a little.  On 
the  whole,  the  tendency  was  downwards,  and  England 
found  ii:  difficult  to  market  her  exports  at  the  world  price 
level  wliile  her  costs  of  production  were  high.  In  many 
other  cc  untries  inflation  and  devaluation  had  preceded  the 
restorat  on  of  the  gold  standard,  and  internal  costs  had 
not  rise  r as  much  as  the  income  of  the  export  industries 
when  e::pressed  in  terms  of  the  national  currency  at  the 
new  parity  of  exchange.  With  Great  Britain,  however, 
the  position  was  the  reverse.  Costs  were  high  as  a result 
of  the  i]  illation  after  the  war,  and  they  did  not  fall  as  the 
price  level  fell  and  exchange  returned  to  parity.  After 
exchange  parity  had  been  reached,  prices  continued  to 
fall,  bui:  costs  remained  "sticky.”  This  is  evident  from 
the  folic  wing  table  (Base  1924  = 100) : — 

Wholesale  Cost  of  Living  Wages 


First  Quarter.  Prices.  (Ministry  of  (Bd.  of  Trade) 

(Bd.  of  Trade)  Labour) 

1924  100.5  101  100 

1928  81.1  94  100  2 

1929  80.5  93  99.5 

1930  ..74.8  92  98  3 

1931  62.2  85  98  0 


III.  All  ernative  Courses  of  Action. 

There  are  two  very  important  reasons  why  a return 
to  the  gold  standard  is  likely.  In  the  first  place,  gold  is 
recognis  ed  as  a commodity  by  which  it  is  always  possible 
to  settle  international  balances.  Failing  settlement  in  the 
ordinary  process  of  international  trade  by  the  purchase 
of  bills  of  exchange,  gold  is  acceptable  to  every  creditor. 
It  will  be  observed  that  this  presents  a case  for  gold  as  an 
internat]  onal  medium  of  exchange.  Indeed,  in  its  function 
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as  a medium  of  exchange,  the  use  of  gold  has  for  some 
rime  been  limited  to  international  transactions,  and  while 
the  world  believes  that  it  is  necessary  to  have  some  com- 
modity for  this  purpose,  gold  seems  likely  to  be  the 
commodity  preferred.  Secondly,  the  adoption  of  gold 
as  a basis  for  the  currencies  of  the  world  sustains  tradi- 
tional monetary  policy  under  which  local  currencies  are 
convertible  into  fixed  quantities  of  the  international  cur- 
rency. There  is  less  scope  for  violent  fluctuations  in  the 
value  of  local  currencies  such  as  have  usually  occurred 
under  inconvertible  paper  standards.  Whilst  gold  may 
thus  be  restored,  it  is  important  that  the  world  should 
recognise  the  fundamental  fact  of  instability  of  the  mone- 
tary standard,  and  attempt  to  devise  methods  to  overcome 
this  instability,  or  failing  this  to  mitigate  the  evils  of 
instability.  For  the  immediate  future  four  courses  of 
action  may  be  considered.  The  first  two  are  consistent 
with  the  point  of  view  expressed  above,  that  the  restora- 
tion of  the  gold  standard  in  some  form  is  the  most  likely 

development.  The  last  two  involve  departures  from  this 
traditional  standard: — 

(i)  The  fact  of  instability  may  be  recognised,  and 
long-term  debts  and  other  deferred  payments 
made  in  terms  of  the  value  of  commodities, 
according  to  an  index  of  price  changes.  This  is 
the  tabular  standard  suggested  by  Jevons. 

(ii)  The  international  gold  standard  may  be  restored 
and  an  effort  made  to  improve  the  workings  of 
the  money  markets  on  the  lines  suggested  in  the 
Macmillan  Report  and  Keynes’  Treatise  on 
Money. 

(iii)  Symmetalism  may  be  developed  by  using  bars 
of  gold  and  silver  as  the  basis  of  the  currency. 
This  would  place  the  value  of  money  on  the 
mean  fluctuations  of  two  instead  of  one  metal. 
It  would  certainly  promote  a rise  in  prices  at 
present,  but  would  not  avoid  considerable  fluc- 
tuations in  value  in  the  future  unless  better 
methods  of  international  management  were 
devised. 
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(i\)  Sterling  may  be  left  on  its  present  basis,  and 
becomes  the  international  money  standard  for 
non-gold  standard  countries. 

'Vi'ith  regard  to  the  four  courses  of  action  above  men- 
j t li^^  ^”s  t is  becoming  familiar  in  mortgage  con- 
tracts nade  under  the  fear  of  inflation  in  the  past  twelve 
month).  There  is  no  reason  why  the  practice  should  not 
be  ext(  nded  so  that  long-term  contracts  can  be  made  not 
only  ir  terms  of  a fixed  quantity  of  gold  but  in  terms  of 
a fixed  purchasing  power  of  gold.  This  does  not  involve 
any  changes  in  monetary  management,  but  is  merely  a 
recogn  tion  of  the  instability  of  the  value  of  money.  As 
the  second  course  seems  the  most  likely  to  be  adopted,  it 
is  dealt  with  in  detail  below.  The  third — symmetalism — 
is  by  no  means  new.  It  is  a variant  of  bimetalism  in  that 
the  staidard  would  be  a fixed  quantity  of  two  or  more 
metals  combined  in  bars.  There  would  be  no  coinage,  and 
the  international  currency  would  consist  of  the  bars  of 
say  gold  and  silver.  If  adopted  by  a number  of  leading 
countrjes,  some  of  the  difficulties  of  a variable  ratio  of 
gold  tc  silver  would  be  overcome,  and  a currency  based 
upon  a union  of  two  metals  would  be  more  stable,  just  as 
two  intoxicated  men  joined  together  can  walk  with  more 
stabilir  ^ than  one.  The  fourth  proposal,  namely,  a sterling 
standard,  is  not  a novel  suggestion.  It  was  made  by 
Marsha  1 in  1887,  though  not  definitely  advocated  by  him 
(see  T/je  Memorials  of  Alfred  Marshall,  edited  by  Pigou, 
page  206).  The  success  of  the  proposal  would  depend 
upon  t.ie  ability  of  Great  Britain  to  maintain  sterling  as 
a non-gold  currency  at  stability  of  exchange  with  gold 
standard  currencies,  provided  the  latter  did  not  fluctuate 
too  greatly.  This  could  be  done  by  maintaining  sound 
finance  in  Great  Britain  and  by  the  Bank  of  England 
building  up  substantial  legal  reserves  abroad  readily  con- 
vertible into  gold  should  gold  be  required  for  international 
paymerts.  In  the  event  of  adequate  international  co- 
operatk  n to  maintain  an  international  gold  standard  not 
being  r3alised,  the  proposal  has  great  merits.  Sterling 
could  b 3 recognised  as  an  international  currency  through- 
out the  British  Empire  and  by  other  countries  that  did 
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not  desire  to  return  to  gold.  It  would  not  be  necessary 
for  members  of  the  British  Empire  to  establish  their 
former  parities  of  exchange  with  sterling.  Australia,  for 
instance,  would  stabilise  her  currency  by  a discount  with 
sterling  and  South  Africa  could  stabilise  her  currency  at 
a premium  with  sterling.  The  main  task  of  management 
would  then  rest  with  the  Bank  of  England,  the  London 
money  rnarket  and  the  British  Government.  The  rest  of 
the  British  Empire  and  other  countries  would  then  be 
under  an  obligation  to  maintain  their  currencies  stable 
at  the  agreed  rate  of  exchange  with  sterling.  Whether 
such  a development  of  sterling  as  an  international  cur- 
rency is  practical  politics  cannot  be  indicated  at  the 
moment.  It  is  more  likely  that  British  monetary  policy 
will  aim  at  restoring  the  gold  standard,  though  the  former 
relation  of  sterling  to  gold  may  be  altered. 

IM.  l.ntentatio't'ial  M.oitetary  Policy. 

The  devaluation  of  sterling  in  terms  of  gold  was 
strongly  criticised  by  the  Macmillan  Committee.  Whilst 
It  would  have  assisted  the  export  trades  of  Great  Britain, 
a deliberate  depreciation  of  the  currency  would  have  been 
a serious  blow  to  London  as  an  international  monetary 
centre.  It  is  not  necessary  to  dwell  in  detail  upon  the 
losses  that  Great  Britain  would  have  incurred  by  such 
a policy.  Much  of  the  financial  activity  of  London  is  due 
to  a long-standing  faith  in  the  stability  of  sterling  in  terms 
or  gold,  and  any  deliberate  alteration  of  the  gold  value 
of  sterling  would  have  seriously  affected  London’s  pres- 
tige and  caused  considerable  economic  loss  to  Great 
Britain.  Circumstances  have,  however,  changed.  The 
depreciation  of  sterling  in  terms  of  gold  is  for  the  moment 
a fait  accompli.  It  was  not  a deliberate  choice.  Great 
Britain  was  forced  off  the  gold  standard  by  a combination 
of  circumstances  oyer  which  she  had  by  no  means  com- 
plete  control.  Having  thus  suspended  for  the  time  being 
the  free  export  of  gold,  it  will  be  open  to  her  to  consider 
upon  what  terms  the  free  export  of  gold  should  be 
resumed.  If  world  prices  do  not  rise,  an  effort  to  restore 
e ormer  gold  value  of  sterling  will  impose  an  even 


13 


greater  burden  upon  Great  Britain  than  it  did  in  1925. 
The  standing  of  London  as  an  international  monetary 
centre  c epends  in  part  upon  Great  Britain’s  surplus  of 
credits  in  her  balance  of  payments.  Unless  the  export 
trades  are  prosperous,  this  surplus  will  be  reduced.  It 
was  £114m.  in  1927,  £137m.  in  1928,  £138m.  in  1929, 
and  £39  n.  in  1930.  To  play  an  important  part  in  capital 
investment  abroad  a substantial  surplus  of  credits  in  the 
balance  of  payments  is  necessary.  Though  there  are 
economic  losses  involved  in  the  depreciation  of  sterling, 
the  losse?  associated  with  a struggle  to  restore  the  old  gold 
value  of  sterling  against  a low  level  of  gold  prices  through- 
out the  world  might  be  much  greater.  Many  of  the 
European  countries  restored  their  currencies  after  the  war 
by  deva  .nation.  France,  for  instance,  fixed  the  franc  at 
124  to  ihe  pound  sterling,  compared  with  25  before  the 
war.  T lis  act  has  not  destroyed  the  franc  as  an  important 
international  currency,  nor  has  it  weakened  France  as  an 
international  monetary  centre.  If  Great  Britain  decides 
to  fix  her  exchange  with  New  York  at  $4.10  (a  devalua- 
tion of  15%),  the  future  of  London  as  an  international 
monetary  centre  will  depend  upon  (a)  the  surplus  of 
credits  ivailable  for  overseas  investment,  (b)  the  con- 
dition of  British  public  finance,  (c)  the  maintenance  of 
the  efficiency  of  the  discount  and  investment  market  in 
London,  and  (d)  the  capacity  of  Great  Britain  to  stabilise 
sterling  at  the  agreed  rate.  There  is  no  reason  why  these 
conditions  should  not  be  fulfilled.  The  devaluation  of 
sterling  will,  indeed,  assist,  because  it  eases  the  task  of 
balancir  g the  Budget,  improves  the  strength  of  the  export 
trades,  a nd  renders  easier  the  payment  of  interest  and  other 
obligations  by  Britain’s  debtors.  Great  Britain  has  invest- 
ments abroad  of  a nominal  value  of  £4,000m.,  estimated 
by  The  ilconomht  on  August  22nd  last  to  have  a ^'present” 
value  o:;  £3, 140m.  The  depreciation  of  sterling  will 
increase  the  present  value  to  probably  £3, 5 00m.  With 
such  inv  estments  abroad,  there  should  be  no  difficulty  in 
normal  times  in  maintaining  stability  of  the  sterling 
exchang  s. 

Whatever  course  Britain  takes  to  restore  the  gold 
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standard,  there  will  still  remain  the  problem  of  better 
international  management  of  that  standard.  It  is  not 
possible  to  deal  with  this  problem  in  detail.^  Exponents 
of  special  currency  schemes  to  remedy  all  the  ills  of  man- 
kind conveniently  overlook  the  complexities  of  this  prob- 
lem. Whatever  standard  is  adopted,  whether  it  be  gold, 
bimetallism,  or  a credit  standard,  it  will  still  be  necessary 
to  devise  methods  for  the  achievement  of  greater  stability 
in  the  value  of  the  standard,  that  is,  in  the  general  level 
of  prices.  Two  quite  separate  issues  are  involved.  First, 
> there  is  the  prevention  of  long-period  changes  in  the 

general  level  of  prices,  brought  about  by  a change  in  the 
ratio  of  money  and  credit  to  production  and  trade;  and 
second,  there  is  the  more  complex  issue  of  preventing  the 
short-period  or  cyclical  fluctuations  in  the  price  level  and 
general  economic  activities,  which  periodically  result  in 
business  depressions.  The  first  problem  can  be  solved 
under  the  gold  standard  by  a further  centralisation  of 
gold  reserves  and  an  alteration  in  the  ratio  of  gold  to  notes 
held  by  central  banks,  and  a further  development  of  the 
gold  exchange  standard.^  This  would  promote  an  economy 
in  the  use  of  gold  and  enable  a greater  superstructure  of 
credit  to  be  built  upon  the  existing  supplies  of  gold,  thus 
obviating  the  tendency  of  world  prices  to  fall.  The  second 
issue  is  much  less  capable  of  management.  Though  the 
study  of  business  fluctuations  has  been  the  subject  of 
much  research  in  recent  years,  no  effective  solution  has 
been  devised.  One  thing  is,  however,  clear.  Variations 
I in  the  flow  of  investment,  both  domestic  and  interna- 

tional, cause  variations  in  economic  activity.  Before  the 
present  crisis,  the  demand  for  capital  for  construction 
work  stimulated  business  activity  in  all  countries  and 
maintained  commodity  prices.  There  was  also  an  expan- 
sion of  production  in  all  areas  producing  raw  materials 
and  foodstuflfs,  and  when  the  demand  for  capital  for  con- 
struction work  fell  there  was  a collapse  of  international 
prices.  It  would  appear,  therefore,  that  some  international 

2.  For  an  excellent  account  of  the  problems  involved  readers  are  referred  to 
The  Macmillan  Report  and  Keynes : A Treatise  on  Money,  Vol.  II, 

3.  The  classical  account  of  the  gold  exchange  standard  is  given  in  Kevn^  • 
Indian  Currency  and  Finance  (Macmillan),  Chap.  2. 
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effort  to  make  the  flow  of  investment  more  even  is  at  least 
one  important  line  of  attack  upon  the  problem  of  busi- 
ness fluctuations  and  short-period  changes  in  the  price 
level.  For  this  purpose,  closer  co-operation  among  the 
great  money  markets  of  the  world  is  essential.  Much  is 
heard  of  the  necessity  for  this  during  a period  of  depres- 
sion, bui  it  is  more  important  that  competition  between 
internat]  onal  lenders  on  the  one  hand  and  borrowing  coun- 
tries on  the  other  should  be  firmly  established  during  the 
period  o : prosperity.  What  is  required  is  a check  to  the 
over-development  of  capital  construction.  The  strength 
of  the  boom  associated  with  excessive  capital  construction 
to  a largi  extent  determines  the  severity  of  the  depression 
that  follows,  and  it  is  only  by  checking  the  boom  that  the 
worst  effects  of  a depression  can  be  avoided.  Having 
made  the  mistake  of  lending  and  borrowing  too  freely,  the 
world  is  at  great  pains  to  use  the  monetary  system  to 
remedy  difficulties  which  find  their  basis  in  unsound 
developmental  projects.  Australia  is  a classical  example 
of  this.  It  would  be  much  wiser  to  use  tlie  credit  struc- 
ture to  prevent  excessive  capital  development,  and  for  this 
purpose  t would  appear  desirable  to  establish  some  inter- 
national investment  institution  that  would  co-ordinate 
investment  policy  in  much  the  same  way  as  it  is  hoped 
that  the  Dank  for  international  settlements  will  ultimately 
co-ordiniite  international  banking  policy.  Lending  coun- 
tries have  no  less  a responsibility  than  borrowing  countries. 
Undue  r<  adiness  to  supply  capital  in  a period  of  prosperity 
is  just  aj  serious  an  embarrassment  to  the  world  as  too 
great  a n ticence  to  supply  capital  in  a period  of  depression. 

If  tile  argument  of  the  preceding  paragraph  is  sound, 
it  indicates  that  the  maintenance  of  stability  in  the  price 
level,  whatever  the  standard  of  value  ma}^  be,  is  not  the 
simple  task  that  enthusiasts  for  credit  control  would  have 
us  believe.  Most  schemes  are  based  upon  the  assumption 
that  theie  is  a periodical  deficiency  in  credit,  but  this 
assumption  conveniently  ignores  the  events  that  precede 
the  period  of  depression.  Too  great  a supply  of  credit  is 
the  chief  cause  of  disequilibrium  in  the  period  of  pros- 
perity, aid  the  main  task  of  monetary  management  to 
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prevent  short-period  fluctuation  in  the  value  of  money  is 
to  reduce  the  supplies  of  credit  in  the  period  of  prosperity. 
Bankers  will  experience  many  obstacles  in  carrying  out 
such  a policy.  How  often  will  they  be  told  by  industrial 
magnates,  as  well  as  governments,  that  they  are  preventing 
the  development  of  industry.  Yet  it  is  only  by  a self- 
denying  ordinance  on  the  part  of  borrowers  that  the  ideal 
of  relative  stability  will  be  realised.  A sense  of  proportion 
during  good  times  will  prove  the  most  useful  asset  in 
monetary  management.  In  this  connection  the  conclud- 
ing remarks  of  Sir  Arthur  Salter  in  a recent  address  on  the 
silver  problem  are  worthy  of  close  attention: 

"A  great  general  was  once  asked  what  was  the 
secret  of  military  science.  He  replied,  'Proportion, 
proportion,  proportion.’  I know  nothing  of  military 
science.  But  I do  most  firmly  believe  that  everyone 
who  is  concerned  to  find  the  causes,  or  to  find  the 
remedies,^  for  the  complex  and  difficult  and  intricate 
problems  of  world  depressions  should  say  to  himself 
as  a morning  and  evening  prayer,  'Proportion,  pro- 
portion, proportion.’  And  I would  recommend  this 
prayer  above  all  to  those  of  my  friends  who  arc 
especially  interested  in  the  silver  problem.” 
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LECTURE  II. 


THE  BREAKDOWN  OF  THE  GOLD  STANDARD. 

^7/  any  other  commodity  less  variable  could  be  found, 
it  might  very  properly  be  adopted  as  the  future  standard 
of  our  n oney,  provided  it  had  all  the  other  qualities  ivhich 
fitted  it  for  that  purpose;  but  luhile  these  metals  are  the 
standard  the  currency  should  conform  to  them  in  value, 
and  whenever  it  does  not  the  currency  is  depreciated.  This 
proposit  on  is  unanswered  and  unanswerable.^^ 

Kicardo,  III,  p.  402. 

1.  London  as  a Money  Market. 

Mo  *e  than  three  years  ago  the  London  Times,  pro- 
voked tiereto  by  a certain  school  of  economists  who 
regarded  the  return  to  gold  as  a mistake,  made  the  follow- 
ing statement: — "This  country  obviously  cannot  con- 
struct f^r  itself  a monetary  system  divorced  from  the 
general  principle  adopted  as  a basis  of  the  currency  sys- 
tems of  :he  rest  of  the  world.  . . . Being  a great  inter- 
national trading  country,  Great  Britain  must  necessarily 
remain  on  the  gold  standard.  Gold  movements  play  a 
very  imj  >ortant  part  in  preserving  price  equilibrium  which 
is  essent  al  to  maximum  trade  activity.”  Between  April 
19,  192J,  when  that  statement  was  published,  and  Sep- 
.tember  .9  of  this  year,  when  the  decision  to  suspend  the 
gold  staidard  was  made,  gold  had  ceased  to  act  as  the 
equating  factor  in  the  stabilisation  of  price  levels  as 
between  different  countries.  In  this  failure  of  gold  move- 
ments so  to  regulate  international  prices  is  to  be  found, 
therefor  ;,  the  chief  reason  for  Britain’s  decision. 

Moi  lern  monetary  history  may  be  said  to  begin  in  the 
period  between  1870  and  1875,  when  Germany  and  the 
Latin  Lnion,  of  which  France  was  the  acknowledged 
leader,  abandoned  the  bimetallic  standard  and  monetised 
gold;  and  the  reason,  for  that  action  is  to  be  found  in  the 
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great  accession  to  the  world’s  gold  stocks  which  accrued 
from  the  Californian  and  Australian  discoveries  after 
18  50.  After  1874,  then,  London  first  became  a free  gold 
market,  and  Britain’s  excess  of  imports  suddenly  increased. 
This  was  due  to  the  fact  that  the  continental  countries 
who  desired  to  build  up  gold  stocks  as  a currency  basis 
had  to  acquire  that  gold  by  exporting  goods  to  Britain,  in 
order  to  accumulate  credits  to  pay  for  that  gold.  Great 
Britain  as  the  free  trade  market  had,  as  the  necessary 
corollary,  London  as  the  free  gold  market;  and,  despite 
the  financial  vicissitudes  of  the  war  period,  London’s  func- 
tion was  maintained  unquestioned  until  the  decision  of 
last  September.  Any  development,  therefore,  which 
impairs  London’s  credit  as  an  international  money  centre 
instantly  affects  Britain’s  trading  position;  and  it  is  impera- 
tive that  this  fact  should  be  realised  at  the  very  outset, 
regardless  of  the  enthusiasm  with  which  the  decision  to 
suspend  the  sale  of  gold  by  the  Bank  of  England  was 
everywhere  hailed. 

The  peculiar  vulnerability  of  a country  which  sets 
out  to  fulfil  the  double  function  indicated  above  must 
likewise  be  recognised.  What  happened  after  1874  has 
been  happening  ever  since  in  varying  degrees.  London 
as  the  great  credit  reservoir  and  the  free  gold  market  has 
been  engaged  in  regulating  the  gold  holdings  of  all  coun- 
tries in  the  world.  But  that  is  not  the  whole  story  of 
London’s  great  task.  Even  before  1929  the  world’s  gold 
stocks  were  not  adequate  to  enable  all  countries  to  adopt 
a full  gold  standard.  The  expedient  of  a gold  exchange 
standard  was  the  compromise  which  enabled  gold  to  fulfil 
its  international  function.  The  countries  that  adopted 
the  gold  exchange  standard  held  only  a small  part  of  the 
cover  for  their  note  issues  in  gold  at  home,  and  held  the 
balance  in  bills  of  exchange  drawn  on  London.  In  this 
way  the  Bank  of  England  can  increase  its  gold  reserves 
and  the  foreign  central  banks  can  obtain  the  profit  offer- 
ing through  the  discount  rate  given  on  London  bills.  As 
a result  of  this  arrangement,  the  foreign  deposits  held  b}' 
the  London  market  were  normally  about  £200,000,000, 
and  they  played  no  small  part  in  the  crisis  of  September 
last. 
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The  reason  for  the  ability  of  foreign  central  banks 
to  accuniulate  these  huge  reserves  in  London  is  not  gener- 
ally understood,  and  thus  the  continual  menace  which 
they  repj-esent  to  the  gold  stocks  of  the  Bank  of  England 
is  not  ap])reciated.  It  is  to  be  found  in  the  situation  which 
requires  foreign  countries  to  export  goods  in  order  to 
allow  the  proceeds  of  the  bills  to  mount  up  in  London.  As 
the  only  great  free  trade  market  of  the  world,  London 
has  thus  become  the  chief  home  of  the  international  short- 
terrn  loati  fund.  Now,  at  any  time,  the  central  banks 
owning  these  accumulated  credits  may  decide  to  repatriate 
them  by  purchasing  gold  bullion.  The  method  of  restrain- 
ing  the  foreign  central  banks  from  liquidating  their 
credits  is  by  maintaining  a high  discount  rate  in  London. 
But  the  i ear  of  loss  of  capital  may  become  more  powerful 
than  the  hope  of  a profit  on  discounts,  and  this  is  the 
chief  weakness  of  London’s  position. 

The  second  weakness  arises  from  the  necessity  for 
exports  tD  precede  the  establishment  of  credits  in  London, 
since  in  this  way  British  export  industries  function  under 
great  coiipetitive  pressure.  Even  that  does  not  complete 
the  tale.  London  treats  these  credits  as  a savings  bank 
manager  treats  the  deposits  of  customers.  Knowing  that 
they  may  be  withdrawn  at  any  time,  but  relying  on  the 
probabili:y  that  they  will  not  all  be  demanded  at  the 
same  time,  a proportion  of  the  deposits  is  converted  into 
long-terri  loans.  This  is  what  is  meant  by  the  saying  that 
London  las  in  recent  years  been  ^'borrowing  short  and 

lending  bng’’;  and  the  explanation  of  Britain’s  action  is 
not  hard  to  discover. 

Brit  tin’s  ability  to  render  financial  services  depends 
on  her  pc  wer  in  trade,  and  her  need  for  trade  commits  her 
to  the  pclicy  of  doing  everything  in  her  power  to  stimu- 
late international  confidence.  Industry  and  trade  cannot 
function  unless  there  is  universal  confidence  in  commodi- 
ties as  a j eflection  of  widespread  confidence  in  long-term 
investmej  its.  The  lack  of  that  confidence  has  been 

Britain’s  :hief  care  and  anxiety  in  the  last  few  years.  To 
sum  up:  Britain’s  imports  of  gold  are  caused  and  paid  for 
by  the  foreign  credit  balances  held  in  London.  A con- 
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siderable  portion  of  the  gold  reserves  of  the  Bank  of  Eng- 
land are,  thus,  nothing  less  than  demand  deposits  held  at 
the  option  of  foreign  central  banks.  The  high  discount 
rate  which  was  necessary  to  make  the  whole  system  effec- 
tive was  thus  a cumulative  burden  on  domestic  finance 
and  industry. 

II.  World  Conditions  'Promoting  Loss  of  Confidence. 

Wt  now  return  to  the  difficulties  which  characterised 
international  finance  after  1924,  and  to  the  peculiar  roles 
in  that  drama  played  by  France,  the  United  States  and 
Germany.  When  France  began  to  inflate  her  currency 
after  1924  much  capital  left  the  country.  Moreover, 
French  exporters,  instead  of  allowing  the  financial  pro- 
ceeds of  these  exports  to  return  to  France,  left  very  large 
sums  on  deposit  in  London.  A similar  result  followed 
the  earlier  German  inflation.  However,  when  the  franc 
was  stabilised  the  owners  of  French  deposits  abroad  com- 
menced to  repatriate  them,  and  it  must  be  remembered 
that  France’s  luxury  trades  were  booming  in  the  years 
following  1925,  and  that  huge  sums  were  involved.  The 
transfer  of  these  funds  under  fixed  exchange  rates  meant, 
actually,  an  influx  of  gold  into  France  largely  drained 
away  from  the  reserves  of  the  Bank  of  England.  This 
liquidation  of  the  accumulated  French  balances  became 
an  increasing  menace  after  the  franc  was  stabilised  in 
1928.  Even  before  that  stabilisation  the  Federal  Reserve 
Board  of  the  United  States  had  become  very  restive  in  the 
face  of  the  manipulation  of  French  balances  in  New  York, 
by  which  gold  was  withdrawn  to  enable  the  stabilisation 
move  to  be  made.  France  was  thus  able,  in  the  words  of 
Parker  Willis,  *‘by  the  sale  of  securities  and  by  exchange 
operations  to  deplete  or  fund  the  whole  of  the  merchandise 
claims  held  by  the  United  States,  and  to  supply  herself 
in  addition  with  the  specie  needed  by  the  Bank  of  France.” 
That  policy  has  been  steadily  pursued  since  1928,  and 
London  and  New  York  balances  have  been  steadily  liqui- 
dated. That  this  policy  is  in  the  true  financial  tradition  of 
France  is  shown  by  the  policy  adopted  after  the  abandon- 
ment of  bimetallism  in  1874. 
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A second  difficulty^  since  1924  has  been  the  exag- 
gerated "spread”  between  short  and  long-term  interest 
rates.  1 he  margin  between  long  and  short-term  rates 
has  been  much  wider  than  it  was  before  the  war,  and  this, 
of  cour;e,  is  an  effect  of  distrust.  It  is  appallingly  serious 
that  in  a so-called  civilised  world  there  should  be  such  an 
utter  Isck  of  confidence  in  long-term  investment  as  to 
lead  to  Jiervous  investors  piling  up  their  capital  in  the  form 
of  deposits  and  refusing  to  invest  in  government,  muni- 
cipal arid  industrial  bonds.  Such  long-term  loans  as  were 
obtained  were  at  wickedly  extortionate  rates. 

Sti  1 a third  difficulty  has  been  the  outcome  of  regard- 
ing Am  irican  investments  as  the  peak  of  security.  Security 
was  paramount  to  the  investor,  and  so  in  1928  and  1929 
we  saw  the  world’s  investment  capital  flowing  in  an  ever- 
growing  stream  towards  New  York  to  participate  in  the 
orgy  of  speculation  in  Wall  Street.  The  consequence  of 
the  burjting  of  that  boom  in  November,  1929,  was,  firstly, 
a drying  up  of  that  stream  of  capital  which  had  still  been 
flowing,  somewhat  sluggishly,  it  is  true,  to  Australia  and 
other  oi  the  newer  countries,  and,  secondly,  such  a fall  in 
prices  a;  the  world  has  never  known. 

To  sum  up  at  this  stage:  the  panicky  conditions 
associated  with  inflation,  both  before  and  after;  the 
abnormil  expansion  of  the  international  short-term  loan 
fund;  tie  corresponding  shrinkage  in  the  volume  of  long 
loans;  die  impact  of  selfish  national  policies,  both  political 
and  economic;  and  the  unresolved  bitterness  consequent 
upon  w ir  and  the  continued  preparation  for  war  have  all 
played  iheir  part  in  converting  the  wave-like  motion  of 
seasonal  prices  into  the  mighty  tidal  movement  of  collapse 
and  depression.  In  the  pressure  of  war  indebtedness  is  to 
be  foun(  I the  efficient  cause  both  of  the  fev  erish  activity  in 
product  on  and  of  the  international  distrust  which  is  such 
a prof 01  nd  tragedy  in  the  present  situation. 

III.  Ger  many  and  the  Crists. 

We  must  now  survey  very  briefly  the  German  situa- 
tion since  1924.  In  the  light  of  the  crushing  reparations 
burden  imposed  on  the  country,  and  of  the  restrictions  on 


payment  entailed  by  tariff  revisions  specifically  directed 
at  making  payment  in  goods  impossible,  it  is  no  marvel 
that  Germany  has  consistently  been  a debtor  nation  in  the 
post-war  period.  Her  liability''  for  reparations  has  been 
accompanied  by  a steady  increase  in  her  liability''  for  com- 
mercial loans,  mostly  at  impossibly  high  rates  of  interest 
and  for  short  terms.  Whilst  she  has  paid  over  £470 
millions  in  the  last  six  years  on  reparations  account,  she 
has  borrowed  commercially  no  less  than  £750  millions. 
The  utterly  precarious  position  of  national  finances  was 
made  hopeless  by  the  collapse  of  world  prices. 

At  the  time  of  the  recent  crisis  Germany  possessed 
so  little  in  foreign  credits  that,  even  if  reparation  pay- 
ments had  been  summarily  abolished,  she  was  insolvent. 
In  consequence  of  the  suspicion  that  a break  was  imminent, 
the  withdrawal  of  short-term  capital  became  a torrent. 
The  total  loss  of  capital  in  the  first  half  of  this  y^ear  was 
estimated  to  be  of  the  order  of  £200  millions  by  The 
Economist,  and  the  Reischbank  alone  lost  more  than  £60 
millions  in  gold  and  foreign  exchange.  The  imminence 
of  collapse  caused  President  Hoover  to  declare  a mora- 
torium upon  the  reparation  payments.  This  became 
operative  on  July  6,  but  it  did  not  touch  the  immediate 
problem  of  loss  of  business  capital.  A conference  upon 
German  finances  was  convened  in  London,  and  the 
Wiggen  Committee  of  investigation  was  set  up,  which 
found  that  of  a net  foreign  indebtedness  of  £8 00m.  no  less 
than  £5 00m.  was  on  short  term,  and  that  Germany’s 
liquid  assets  would  cover  only  half  of  this.  Of  the  debts, 
40%  was  due  to  the  United  States  and  20%  to  Great 
Britain.  Only  7%  was  due  to  France.  The  Committee 
found  that  "so  long  as  the  public  and  private  debt  of 
Germany  increased  so  alarmingly,  and  as  long  as  the  flood 
of  German  exports  menaced  the  industrial  welfare  of 
other  countries,  the  investor  is  unlikely  to  regard  the 
situation  as  stable  or  permanent.”  The  partial  paralysis 
of  world  commerce,  said  the  Committee,  can  only  be 
cured  by  the  Governments  of  the  world  taking  every 
possible  measure  to  restore  confidence.  Their  action  alone 
can  restore  it.  I have  thought  it  well  to  emphasise  the 
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l3.id  on  national  policy,  since  there  can  be  no 

doubt  that  an  enormous  responsibility  now  rests  upon 

France.  Up  to  this  moment  nothing  is  clearer  than  her 

obdura  :e  refusal  to  consider  the  necessities  of  the  world  at 

large,  and  her  selfish  policy  of  domestic  safety  at  all  costs 

can  only  be  productive  of  world  economic  disorder  of  the 
gravest  kind. 

Ti  e situation  in  regard  to  the  French  accumulation 
of  golc,  following  what  was  practically  default  on  the 
part  of  France  in  respect  of  the  war  debts  to  Britain,  has 
proved  a profound  puzzle  to  many  people.  How  France 
has  been  able  to  withdraw  gold  from  England  has  already 
been  explained,  but  her  ability  to  accumulate  over  £600m. 
cannot  lie  in  the  mechanism  of  exchange  alone.  In  the 
highly  :omplex  situation  the  following  facts  are  impor- 
tant: (1)  France,  besides  being  on  balance  a creditor 

country  , IS  largely  self-contained;  (2)  the  peculiar  cir- 
cumstajices  of  the  period  have  been  very  favourable  to 
French  export  trades;  (3)  the  under- valuation  of  the 
franc  al  the  time  of  stabilisation  has  undoubtedly  increased 
the  ma  -gm  of  income  over  outgo  for  France;  (4)  the 
peculiai  constitution  of  the  domestic  financial  system  in 
France,  whereby  a fixed  proportion  of  the  deposits  of 
savings  banks  must  be  held  in  gold  at  the  Bank  of  France 
has  dev  doped  a rigidity  of  accumulation  with  no  corre- 
sponding factor  to  offset  that  tendency;  (5)  the 
machine  ry  of  external  lending  on  long-term  is  not  highly 
develop!  !d  m France,  or  at  any  rate  has  not  operated  with 
that  fnedorn  which  is  the  prime  necessity  of  financial 
and  economic  equilibrium  in  the  world  at  large.  The 
pressure  of  borrowing  countries  was  diverted  from  the 
less  higlly  developed  and  less  open  markets  of  Paris  and 
New  York  to  that  of  London,  which  has  for  two  years 
bc^ne  tre  brunt  of  the  clamorous  demands  for  funds;  (6) 
a further  factor  in  the  French  psychology  during  the  last 
few  years  has  been  the  conviction  in  the  minds  of  the 
French  i hat  each  successive  move  by  Germany  to  secure 
a revision  of  reparations  was  a deliberate  attempt  to  avoid 
payment  of  her  liabilities.  In  the  light  of  unsettled  world 
conditions,  French  holders  of  foreign  credits  have  steadily 


realised  them  in  gold,  and  the  great  accumulation  of  gold 
stocks  in  France  is  thus  explained.  Nothing,  moreover, 
succeeds  like  success,  and  the  fact  of  big  gold  stocks  makes 
for  a feeling  of  security  and  attracts  still  more  gold,  which 
moves  to  France  whether  the  authorities  of  the  Bank  of 
France  want  it  or  not.  The  unwary  exclamation  of  M. 
Moret  that  "whatever  happens  to  Europe  and  the  world 
the  duty  of  France  is  to  hold  her  gold  at  all  costs”  is  very 

significant  of  a large  body  of  opinion  in  France  at  the 
moment. 

7V.  The  American  Situation. 

Equally  deserving  of  blame  with  the  French  instinct 
for  * hoarding”  is  the  American  attitude  towards  their 
world  obligations,  and  particularly  towards  long-term 
foreign  investment.  Whereas  the  whole  development  of 
British  commercial  life  has  been  in  the  direction  of  over- 
seas countries,  that  of  the  United  States  has  been  over- 
whelmingly domestic.  In  the  past  ten  years  Britain  has 
lent  abroad  at  the  rate  of  £2.6  per  head  per  annum,  whilst 
the  United  States  has  lent  foreign  at  the  rate  of  £1.6  per 
annum.  Whilst  48%  or  £600  millions  of  British  loan 
issues  have  been  lent  abroad,  only  15%,  or  £290  millions, 
of  the  American  issues  have  been  foreign.  If  we  allow 
for  the  greater  resources  and  much  greater  per  capita 
wealth  and  income  of  the  United  States,  it  must  be 
admitted  that  she  has  failed  to  rise  to  her  responsibilities 
as  the  world’s  creditor  and  trustee  of  half  the  world’s  gold. 
Anything  approximating  a full  measure  of  recovery  is 
impossible  until  the  American  investor  begins  to  think 
foreign  and  to  think  in  terms  of  long  loans.  His  is  the 
greater  responsibility  for  initiating  a freer  flow  of  capital 
between  creditor  and  debtor  countries.  The  powers  of 
Central  Banks  will  have  to  be  mobilised  to  meet  the  crisis 
caused  by  the  localising  of  three- fourths  of  the  world’s 
gold.  The  Federal  Reserve  Board  of  the  United  States  is 
still  the  most  powerful  agent  for  recovery.  It  should  still 
do  what  it  failed  to  do  last  year,  that  is,  to  discourage  the 
flow  of  capital  to  New  York  by  raising  the  prices  of 
A.merican  securities.  That  could  be  done  by  an  active 
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buying  j policy  on  the  part  of  the  Board,  which  would  have 
the  effect  desired.  But  that  spells  co-operation  and  mone- 
tary regulation.  Is  it  possible? 

The  only  answer  to  such  a question  is  that  if  all 
Centri  1 Banks  conceived  their  duties  in  the  same  way  as 
does  die  Bank  of  France  there  could  be  no  co-operation; 
any  international  standard  would  fail  to  function.  But 
even  i:  Central  Banks  are  willing  to  co-operate  they  have 
to  condnce  their  people  that  the  policy  is  right,  and  even 
then  raising  the  price  level  by  increasing  the  volume  of 
credit  through  the  purchase  of  long-term  securities  is  not 
going  :o  be  an  easy  policy  to  operate  nor  is  it  going  to  be 
quickl  initiated.  The  financial  momentum  is  now  at  its 
lowest  one  might  almost  say  that  before  we  can  secure 
a move  forward  absolute  inertia  has  to  be  overcome.  But 
currency  management  cannot  be  rushed,  nor  is  it  a job 
for  an  ateurs.  The  forcing  of  Britain  ofiF  the  gold  stan- 
dard and  out  of  the  world  capital  market  for  the  time 
being  will  mean  domination  by  financial  powers  who  are 
far  less  susceptible  to  the  varied  credit  needs  of  the  modern 
world,  and  far  less  experienced  in  meeting  them. 

Tie  advent  of  this  new  factor  in  the  situation,  i.e., 
the  fluctuation  of  exchange,  makes  the  real  issue  the  ques- 
tion whether  Britain’s  departure  from  gold  is  temporary 
or  permanent.  It  must  be  emphasised  that  permanent 
departure  is  impracticable.  Return  at  the  old  or  a new 
mint  par  is  inevitable.  If  it  is  temporary,  as  I think,  and 
merely  a challenge  to  the  gold-hoarding  countries  to  force 
the  Central  Banks  of  the  world  to  keep  in  step,  it  will 
once  rr  ore  compel  gold  also  to  assume  its  normal  function 
of  international  price  regulation. 

To  permit  this  to  take  place  implies,  first,  that  the 
United  States  must  engage  in  internal  deflation  to  put  her 
industry  in  line  with  those  of  other  countries;  and, 
secondly,  that  the  gold-hoarding  countries  must  take 
active  measures  to  permit  their  redundant  gold  to  circu- 
late fr<;ely  again,  and  so  achieve  a rise  in  world  prices. 
This  c;.n  only  be  done  by  large  long-term  loans  at  low 
rates  of  interest. 

Bi  t,  as  the  nations  now  realise,  the  key  question 
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in  the  whole  complex  of  international  relationships  is  how 
France  will  react  to  the  immeasurable  responsibilities  which 
Fate  has  laid  upon  her  in  this  crisis  in  the  world’s  affairs. 
The  world  may  perhaps  be  permitted  to  remind  her,  in 
the  words  of  Ricardo,  that  *'the  introduction  of  the 
precious  metals  for  the  purposes  of  money  may  with  truth 
be  considered  as  one  of  the  most  important  steps  towards 
• the  improvement  of  commerce  and  the  arts  of  civilised 

I life;  but  it  is  no  less  true  that,  with  the  advancement  of 

I knowledge  and  science,  we  discover  that  it  would  be 

V another  improvement  to  banish  them  again  from  the 

employment  to  which,  during  a less-enlightened  period, 
they  had  been  so  advantageously  applied.” 

France  now  finds  herself  on  a pinnacle  of  national 
and  financial  power  which  is  higher  than  "any  that  she 
has  attained  since  1815.  She  is  in  the  position  of  the  hero 
in  the  opening  scene  of  a Greek  tragedy,”  says  The 
Economist f "when  he  finds  himself  overtaken  by  unex- 
pected and  overwhelming  good  fortune.  How  will  he 
meet  the  inevitable  strain  upon  his  character?  Will  he 
meet  it  with  restraint  and  with  saving  wisdom,  or  will 
he  lose  his  head,  harden  his  heart,  and  overreach  himself  to 
his  own  destruction?  The  envious  gods  are  watching  and 
waiting  to  see  which  course  he  will  follow,  and  if  he  goes 
to  destruction  he  will  draw  after  him  all  his  fellow-men 
whose  fates  are  bound  up  with  his?” 

The  visit  of  the  Prime  Minister  of  France  (M.  Laval) 
to  the  United  States  has  done  very  little  to  inspire  confi- 
dence  in  either  the  ability  or  the  desire  on  the  part  of 
I France  to  choose  the  right  course. 

j!  True,  the  joint  statement  contains  the  pious  admis- 

sion that  it  is  the  duty  of  statesmen  not  to  overlook  any 
means  of  practical  co-operation  for  the  common  good. 
Following  a complete  survey  of  the  economic  impasse  at 
which  the  world  has  arrived,  the  assertion  that  "in  the 
restoration  of  normal  economic  life  throughout  the  world, 
the  maintenance  of  the  gold  standard  in  France  and  the 
United  States  will  serve  as  a major  influence”  savours 
rather  of  a determination  to  consolidate  the  calculated 
gains  made  by  both  countries  at  the  expense  of  world  wel- 
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fare,  [n  any  case,  it  would  appear  that  the  time  is  now 
fully  r pe  for  convening  an  Imperial  Monetary  Confer- 
ence. This  should  be  done  immediately  as  a prelude  to 
constituting  an  Empire  Finance  Council  charged  with  the 
mobilisition  of  Imperial  resources,  the  maintenance  of 
Britain  s financial  prestige,  and  the  closer  identification  of 
British  and  Dominion  economic  interests. 


LECTURE  III. 

AUSTRALIAN  EXCHANGE  AND  THE  FUTURE 

OF  GOLD. 

^7/  in  the  year  1819  the  value  of  the  ciirrency  stood 
at  14s.  for  the  pound  note,  which  was  the  case  in  the  year 
1813,  he  should  have  thought  that,  on  a balance  of  all  the 
advantages  and  disadvantages  of  the  case,  it  would  have 
been  as  well  to  fix  the  currency  at  the  then  value,  accord- 
ing to  which  most  of  the  existing  contracts  had  been 
made;  but  when  the  currency  was  within  5%  of  its  par 
value  he  thought  they  had  made  the  best  selection  in 
recurring  to  the  old  standard/^ — Ricardo,  the  House  of 
Commons,  12th  June,  1822. 

I.  T he  determination  of  the  Exchange  Kate. 

To  many  people  foreign  exchange  remains  a mystery, 
despite  the  discussion  that  has  taken  place  during  the 
present  crisis.  It  can  be  explained  in  the  same  terms  as 
fluctuations  in  any  price  are  discussed.  The  exchange  rate 
is,  indeed,  a price,  and  as  such  is  subject  to  the  ordinary 
influences  of  supply  and  demand.  For  what  is  it  a price? 
We  readily  understand  that  an  over-production  of  wheat 
will  cause  the  price  to  fall  because  the  supply  is  in  excess 
of  demand.  But  here  we  have  a commodity  which  fluc- 
tuates in  price  from  day  to  day.  When  the  exchange 
rate  is  under  consideration  there  is  no  such  commodity. 
We  can,  nevertheless,  think  of  the  rate  as  being  a price 
for  something  that  is  bought  and  sold  every  day.  The 
exchange  rate  is  thus  the  price  at  which  funds  abroad  are 
bought  and  sold.  As  London  is  the  main  centre  through 
which  Australia’s  overseas  trade  and  other  financial  trans- 
actions are  financed,  we  shall  discuss  the  exchange  rate 
as  being  the  price  at  which  London  funds  are  bought  and 
sold.  Who  wants  to  buy  London  funds?  First  there  is 
the  importer,  who  has  to  pay  the  overseas  producer  of 
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goods  chat  Australia  buys.  Secondly,  there  are  govern- 
ments who  have  to  pay  interest  to  many  people  in  Eng- 
land v ho  have  lent  money  to  Australia.  These  overseas 
producers  and  lenders  want  payment  in  British  or  other 
foreigr.  currencies,  not  in  Australian  currency.  So  the 
governments  and  the  importers  must  buy  these  foreign 
curren:ies  (or  funds)  from  the  banks  or  others  in  Aus- 
tralia ^/ho  have  a supply  of  these  funds.  Where  does  this 
supply  come  from  ? This  can  be  shown  by  answering  the 
question:  Who  wants  to  sell  London  funds?  The  Aus- 
tralian exporter  is  the  most  important  person  who  wants 
to  sell  1 hese  funds.  His  wheat,  wool,  butter,  etc.,  give  him 
funds  in  London,  but  he  wants  Australian  currency  to  pay 
his  locc  1 costs.  Similarly,  governments  or  others  who  have 
raised  1 oans  in  London  have  funds  to  sell.  They  also  want 
Australian  currency.  If  buyers  want  more  funds  than 
sellers  are  offering,  the  rate  at  which  the  funds  can  be 
bought  will  rise.  This  is  precisely  what  has  happened  in 
Australia.  Before  the  crisis  we  were  borrowing  £30m. 
per  annum  overseas.  This  suddenly  stopped.  Our  exports 
have  fallen  from  £140m.  to  £75m.  (gold  values).  Alto- 
gether our  London  funds  have  fallen  b}^  over  £90m.  per 
annum  from  these  causes.  Though  we  have  adopted 
special  means  of  increasing  our  funds,  such  as  the  export 
of  golc  reserves,  and  have  used  up  reserves  of  funds  held 
in  Lon  Ion,  there  has  been  an  acute  scarcity  of  funds.  So 
the  rat  2 at  which  these  can  be  bought  has  increased  until 
it  requ  res  £130  (Australian)  to  buy  £100  (British). 

Tliere  are  many  other  influences  determining  the  rate 
of  excl'  ange.  Only  one  of  these  will  be  noted  here.  From 
time  tc  time  fundamental  changes  take  place  in  the  finan- 
cial and  trade  relations  between  a country  and  the  outside 
world.  Thus  in  the  past  two  years  Australia  has  ceased 
to  be  i borrowing  country,  and  her  export  prices  have 
fallen  suddenly,  and  are  not  likely  to  regain  their  former 
level.  The  overseas  loans  and  the  high  prices  for  exports 
sustaim  d a high  price  level  in  Australia  while  prices  over- 
seas were  falling.  Thus  in  1928  Australian  wholesale 
prices  were  65%  above  the  pre-war  level,  while  British 
prices  ’^.^ere  only  33%  above  their  pre-war  level.  In  these 
circum  itances  only  special  conditions  could  have  main- 
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tained  the  Australian  pound  at  parity  with  the  British 
pound.  Australian  prices  were  propped  up.  With  the 
fall  in  export  prices  and  the  cessation  of  overseas  borrow^- 
ing,  these  props  have  been  withdrawn.  The  Australian 
pound  can  no  longer  exchange  at  par  wdth  the  British 
pound.  Had  British  prices  remained  stable  since  1928,  it 
might  have  been  possible  to  bring  down  Australian  prices, 
and  thus  make  the  British  and  Australian  pounds  equal  in 
purchasing  powder  in  their  own  countries.  But  British 
prices  have  fallen  more  than  Australian  prices  since  1928, 
and  there  is  even  a greater  disparity  between  the  two 
price  levels  than  there  was  in  1928.  The  high  exchange 
rate  is  merely  a recognition  of  this  disparity.  To  bring 
down  the  rate,  a further  fall  in  Australian  prices  (or  a 
rise  in  British  prices)  will  be  necessary.  It  has  proved 
difficult  to  adjust  Australian  economic  conditions  to  the 
fall  in  prices  that  has  already  occurred.  A further  fall 
of  30%  to  40%  would  make  the  task  of  adjustment  very 
much  more  difficult.  It  may,  therefore,  be  better  policy 
to  allow  a high  rate  of  exchange  to  adjust  the  disparity 
in  price  levels  than  to  attempt  to  restore  parity  of  ex- 
change by  bringing  down  Australian  prices. 

II.  Costs  and  Benefits  of  the  Exchange  Kate. 

The  committee  of  under-treasurers  and  economists 
who  reported  on  the  finances  of  the  Commonwealth  to 
the  Premiers’  Conference  in  May  made  the  following 
statement  regarding  the  exchange  rate: — "Regarding  any 
funding  operation  in  London,  care  should  be  exercised  not 
to  force  a premature  return  to  the  old  par  of  exchange 
between  sterling  and  the  Australian  pound.  Exchange 
parity  may  best  be  regained  on  rising  markets  for  Aus- 
tralian exports.  It  would  be  premature  if  attempted 
sooner,  in  that  it  would  intensify  the  crisis  in  Australia 
by  reducing  export  values  once  more.”  I propose  to  dis- 
cuss the  costs  and  benefits  of  a 30%  exchange  rate  with 
sterling  first  with  reference  to  the  position  before  Britain 
suspended  the  gold  standard.  Later  I shall  discuss  the 
effects  of  this  suspension  upon  Australian  exchange. 

The  30%  rate  of  exchange  added  £10,800,000  a year 
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to  the  I :ost  of  transferring  payments  for  interest  and  other 
obligations  to  overseas  creditors.  It  increased  the  cost  of 
imports  also.  These  are  the  obviously  disturbing  effects 
of  a d(preciated  Australian  currency,  but,  paradoxically, 
they  ar  e not  the  real  reasons  why  a high  exchange  rate  may 
be  harmful.  The  real  reasons  are  to  be  found  in  the 
damag<;  that  a high  exchange  rate  does  to  the  credit  of 
a counrry,  and  in  the  lack  of  confidence  among  investors 
to  which  it  gives  rise.  Moreover,  if  it  leads  to  rising  local 
prices,  it  upsets  the  proper  balance  of  production.  The 
first  ef  ect  of  the  high  rate  of  exchange  on  Government 
Budgets  has  been  serious.  Expenditure  on  exchange  for 
overseas  interest  has  become  a heavy  charge  upon  Budgets. 
This  cl  large,  however,  is  often  regarded  only  as  an  extra 
cost  to  Governments,  against  which  there  is  supposed  to 
be  no  compensation  in  increased  revenue  or  decreased 
expenditure.  Consequently  it  is  believed  that  a reduction 
of  the  rate  of  exchange  and  return  to  parity  would  con- 
siderab  y relieve  Budgets. 

T]  le  additional  cost  of  overseas  payments  for  imports 
and  Governmental  obligations,  when  valued  in  Australian 
currency,  is  equal  to  the  additional  money  income  derived 
from  j Australian  exports  when  they  also  are  valued  in 
Austra.ian  currency.  It  is  estimated  that  the  gold  value 
of  exports  from  Australia  in  the  immediate  future  will 
be  £75  000,000  a year.  With  a 30%  exchange  this  will 
amoun : to  £98,000,000  in  Australian  currency,  and  so 
the  incomes  of  export  producers  will  be  increased  by 
£23,000,000  on  account  of  exported  goods.  The  Aus- 
tralian prices  of  exportable  goods  sold  for  Australian  con- 
sumption also  are  increased.  Hence  the  incomes  of  all 
producers  engaged  only  in  producing  exportable  goods  are 
increas(d  by  30%  in  excess  of  the  amount  which  they 
would  be  at  parity  of  exchange.  They  are,  therefore,  able 
to  pay  additional  taxation  measured  in  Australian  cur- 
rency, i nd  to  maintain  a greater  volume  of  export  produc- 
tion thm  would  be  possible  at  parity  of  exchange.  If 
mining  industries  are  taken  as  an  example,  it  will  be 
obvious  that  the  addition  of  30%  to  the  Australian  price 
of  base  metals  will  greatly  affect  the  volume  of  output. 
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In  many  mining  enterprises  it  will  be  the  determining 
factor  in  maintaining  production.  Without  the  high 
exchange  rate,  some  companies  would  doubtless  find  it 
impossible  to  continue  operations,  and  unemployment 
would  be  increased,  not  only  by  the  decline  of  production 
in  the  mines  concerned,  but  also  by  the  indirect  effects  of 
the  cessation  of  normal  expenditure  upon  Australian  goods 
and  services  by  the  employers  and  the  workers  in  the 
mines.  This  is  true,  though  perhaps  not  to  the  same 
extent,  of  all  export  production.  In  the  absence  of  a high 
exchange  rate,  therefore,  unemployment  would  be  greater, 
and  the  expenditure  on  the  relief  of  unemployment  also 
would  be  greater.  There  would  consequently  be  some 
addition  to  Government  expenditure. 

But  the  revenue  would  also  fall.  The  receipts  from 
taxation  upon  export  producers  would  be  less,  and,  of 
even  greater  importance,  revenue  from  business  under- 
takings, particularly  railways,  also  would  fall.  This, 
again,  would  adversely  affect  Government  Budgets.  In 
comparison  with  parity,  the  high  exchange  rate,  then,  has 
led  to  greater  activity  in  export  industries,  with  lower 
Governmental  expenditure  on  unemployment,  and  higher 
revenue  from  certain  taxation  and  from  public  utilities. 
Against  this  must  be  set  some  reduction  of  employment, 
with  a corresponding  loss  of  revenue,  in  import  industries 
and  those  using  imported  raw  materials.  The  net  effect 
of  the  high  exchange,  however,  is  probably  to  provide  a 
substantial  net  benefit  to  the  Budget,  as  an  offset  to  the 
increased  cost  of  buying  money  in  London.  The  higher 
exchange  rate  has  a further  and  important  effect  upon 
Government  revenue.  It  tends  to  maintain  the  monetary 
value  of  all  goods  and  services  in  Australia.  Unless  there 
is  a decline  in  costs  behind  the  high  rate,  this  effect  will 
ultimately  deprive  the  exporter  of  the  initial  benefit  he 
received  from  the  high  exchange.  The  maintenance  of  the 
higher  money  values  of  all  incomes,  and  of  goods,  keeps 
up  the  proceeds  of  revenue  both  from  taxation  and  from 
business  undertakings.  Government  Budgets  also  are 
relieved  by  the  lower  real  cost  of  internal  interest 
payments. 
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If  the  high  exchange  persists  long  enough,  Govern- 
ment Budgets  will  be  relieved  at  least  to  the  extent  of  the 
increased  cost  of  providing  money  in  London.  The  high 
exchange  rate  should  be  judged  mainly  by  the  effect  it  has 
upon  production.  Export  values  have  fallen  so  much, 
and  so  rapidly,  that  it  has  been  impossible  to  adjust  Aus- 
tralian affairs  to  the  altered  prices.  For  the  time,  then, 
the  high  exchange  is  helping  to  keep  production  properly 
balanced.  A much  higher  rate  would  give  too  much 
assistanre  to  export  industries,  and  would  set  up  undesir- 
able movements.  A much  lower  rate  would  accentuate 
the  difi  culties  of  the  export  industries  and  intensify  the 
depression  in  Australia. 

III.  Efjects  of  the  Suspension  of  Gold. 

It  would  appear  at  first  sight  as  if  the  departure  of 
Great  ] Britain  from  the  gold  standard  should  have  been 
followed  by  an  immediate  adjustment  of  the  exchange 
rate  Australia  on  London.  When  sterling  was  at  parity 
with  the  dollar  the  Australian  pound  was  at  a discount  of 
30%  V ith  sterling;  that  is,  £130  (Australian)  were 
required  to  purchase  £100  in  London.  This  sum  in  Lon- 
don at  parity  of  exchange  with  the  dollar  would  buy  486 
dollars  n New  York.  Now  that  the  British  pound  is  at  a 
discount  with  the  dollar,  the  number  of  dollars  purchas- 
able wi:h  £100  in  London  is  less.  If  the  British  rate  of 
exchange  on  America  was  4 dollars,  it  would  purchase 
400  dollars.  At  the  present  level  of  Australian  exchange 
£130  (A.ustralian)  would,  therefore,  purchase  only  400 
dollars  compared  with  486  dollars  before  Great  Britain 
suspended  the  gold  standard.  Should  the  Australian  rate 
on  Lon<  Ion  be  lowered  so  that  the  purchasing  power  of  the 
Austral  an  pound  in  terms  of  dollars  will  be  the  same  as 
it  was  before  sterling  went  to  a discount  with  the  dollar? 

In  answering  this  question  many  problems  have  to  be 
considej  ed.  The  first  is  the  traditional  relationship  of 
Austral  an  currency  with  sterling.  Australia  has  always 
endeavoured  to  keep  her  currency  at  par  with  sterling, 
and  if  there  have  been  departures  from  this  rate  an  attempt 
has  beei  made  to  keep  the  rate  fairly  stable  over  long 
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intervals,  moving  it  in  "jumps”  as  circumstances  required. 
After  the  war  Australia  maintained  parity  with  sterling, 
though  circumstances  might  have  justified  a lower  rate 
at  times  when  sterling  was  much  depreciated  in  terms  of 
dollars.  To  move  the  rate  now  merely  because  sterling 
has  depreciated  in  terms  of  dollars  would  be  an  important 
departure  from  a long-standing  practice.  Moreover,  it 
would  be  necessary  to  make  frequent  changes  up  and  down 
as  sterling  fluctuates.  In  the  immediate  future  such  fluc- 
tuations are  certain  to  occur,  and  there  is  no  indication 
yet  where  sterling  will  settle.  It  may  gradually  return 
to  par  or  it  may  be  "pegged”  for  some  time  at  a rate  some- 
what below  par,  or  again  it  may  be  permanently  fixed  at  a 
rate  below  par.  Pending  some  definite  indication  of  what 
is  likely  to  happen  to  the  sterling-dollar  rate,  it  v/ould  only 
lead  to  confusion  to  make  premature  adjustments  in  the 
Australian-London  rate. 

The  next  problem  is  to  consider  the  basis  upon  which 
the  Australian  rate  will  be  stabilised  in  relation  to  sterling. 
This  materially  depends  in  part  upon  what  happens  to 
sterling.  It  also  depends  upon  the  changes  that  take  place 
in  Australian  export  prices  and  in  the  interest  on  the  over- 
seas debt.  The  ultimate  test  will  be  the  supply  of  funds 
in  London  available  for  necessary  imports  and  interest  and 
other  overseas  commitments.  The  high  rate  also  increases 
the  returns  to  exporters  in  Australian  currency,  and, 
therefore,  stimulates  exports.  On  the  whole,  therefore,  the 
high  rate  does  the  one  essential  thing,  that  is,  it  helps  to 
sustain  our  London  funds.  At  the  same  time,  it  imposes 
a check  upon  imports,  and  therefore  reduces  the  demand 
for  London  funds,  leaving  a greater  surplus  available  for 
interest  payments.  Last  year  our  exports  of  merchandise 
realised  £76,000,000  in  sterling  values,  and  imports  were 
£60,000,000.  There  was  a surplus  on  this  account  of 
£16,000,000.  But  gold  to  the  amount  of  £12,000,000  was 
exported,  and  our  total  surplus  was  £28,000,000  against 
interest  and  other  obligations  of  over  £30,000,000.  In  the 
current  year  gold  will  probably  not  be  available  for  export, 
as  there  is  only  £10,000,000  reserve  left.  Before  the  gold 
standard  was  abolished  the  prices  of  exports  were  lower 
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than  thase  ruling  in  the  last  export  season.  Despite  excel- 
lent seasonal  prospects,  it  was  not  likely  that  the  London 
funds  lealised  for  exports  would  have  been  as  much  as 
last  yetr.  Imports  have  been  very  low  during  the  first 
two  months  of  the  current  year  (1931-32).  If  they  are 
contim  ed  at  this  rate,  they  would  be  less  than  £45,000,000. 
If  expoirts  realised  £75,000,000  and  imports  were  only 
£45,00(',000,  there  would  be  £30,000,000  available  for 
interest  and  other  payments,  and  Australia  could  meet  her 
obligati  Dns. 

IV,  The  Tuture  of  the  Exchange. 

But  this  result  depends  upon  imports  being  kept 
down,  present  seasonal  prospects  for  export  production 
being  r ealised  and  export  prices  being  maintained.  There 
is  no  margin  for  contingencies.  The  depreciation  of 
sterling  improves  the  position  for  Australia.  Thus,  if  the 
sterling  dollar  exchange  remains  against  London  by  1 5 % 
(the  rste  would  then  be  approximately  four  dollars  to 
the  £1  sterling),  the  value  of  our  exports  turned  into 
London  funds  is  increased  by  15%,  that  is,  from 
£75,00(,000  to  £86,000,000.  But  against  this  increase  of 
£11,00(,000  in  London  funds  there  would  be  a correspond- 
ing increase  in  the  cost  of  imports  from  all  countries  except 
Great  ] Britain.  The  price  of  British  exports,  however, 
should  not  rise  much  as  a consequence  of  the  depreciation 
in  sterling.  With  imports  at  £45,000,000,  not  more  than 
£25,00C,000  would  rise  in  prices  measured  in  sterling. 
Hence  :he  added  cost  of  imports  into  Australia  would  be 
£3,750,1)00.  Taking  into  calculation  also  the  additional 
cost  of  interest  owed  to  the  United  States,  which  would 
be  £375,000,  the  net  improvement  in  London  funds  would 
be  about  £7,000,000,  and  this  would  be  a margin  for  con- 
tingenc  es.  Any  further  rise  in  export  prices  would  be  a 
gain  to  A-ustralia.  The  £7,000,000  due  to  the  depreciation 
of  sterl  ng  and  the  additional  sum  available  from  any 
increase  in  prices  could  be  used  to  build  up  banking  funds 
in  London.  This  is  an  urgent  requirement  at  present.  The 
Commcnwealth  Bank  and  the  private  banks  had  substan- 
tial funds  in  London  and  large  gold  reserves  in  Australia 
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before  the  crisis.  These  were  available  for  an  emergency, 
and  they  have  been  drawn  upon  severely  to  meet  interest 
and  other  Government  payments  in  London.  It  is  very 
important  that  some  restoration  of  London  credits  should 
be  accomplished  in  the  near  future.  The  capacity  of  Aus- 
tralia to  achieve  this  is  dependent  in  part  upon  the  ex- 
change rate,  and  the  degree  to  which  we  can  build  up  our 
position  in  London  again  should  determine  to  a large 
extent  our  rate  of  exchange  with  London. 

If  a high  exchange  rate  is  maintained  against  Aus- 
tralia, it  may  have  adverse  effects,  and  this  problem  must 
be  considered.  The  adverse  effects  are  (i)  the  increase  in 
the  cost  of  imports,  (ii)  the  increase  in  the  local  prices  of 
exports  and  the  effects  on  the  cost  of  living  and  wage  rates, 
and  (iii)  the  increase  in  the  exchange  upon  the  overseas 
debt.  Taking  the  last  problem  first:  Interest  on  the 

British  debt  would  not  be  affected.  Only  a little  more 
than  £2,500,000  interest  payable  in  New  York  would  be- 
come an  additional  burden  on  the  Australian  budget.  On 
the  above  assumption  of  a 15%  depreciation  in  sterling, 
the  added  cost  would  be  about  £3  50,000.  Similarly  im- 
ports from  Great  Britain  would  not  cost  more,  but  those 
from  other  countries  on  the  gold  standard  would  be  more 
costly.  This  would  affect  less  than  60%  of  imports,  which 
would  be  increased  by  15%  in  Australian  currency.  But 
the  goods  produced  from  imported  raw  materials  w^ould 
not  rise  in  price  by  15%,  because  there  are  other  costs  that 
would  not  be  immediately  affected  by  the  higher  rate. 
With  regard  to  Australian  prices  of  exportable  goods,  such 
as  wheat  and  butter,  there  would  be  an  increase,  and  this 
would  be  reflected  in  the  cost  of  living  and  in  those  wage 
rates  that  are  adjusted  to  changes  in  the  cost  of  living. 
But  here  also  the  increase  would  not  be  nearly  1 5 per  cent, 
because  all  elements  in  the  cost  of  living  would  not  be 
affected.  Moreover,  it  must  be  remembered  that  the  pre- 
sent exchange  rate  has  been  maintained  with  a falling  cost 
of  living  and  falling  wages.  The  costs  of  maintaining  the 
present  rate  with  a depreciation  of  sterling  amounting  to 
15  per  cent,  should  not,  therefore,  be  embarrassing.  For 
the  export  producers  it  brings  much  needed  relief.  Since 
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the  rate  was  fixed  at  30  per  cent,  in  January,  export  prices 
have  fdlen.  The  recent  rises  due  to  the  depreciation  of 
sterling  do  not  offset  this  fall.  A lower  exchange  rate 
would,  therefore,  take  away  from  primary  producers  any 
advantages  that  accrue  from  the  depreciation  of  sterling. 
It  is  vi  :al  to  our  recovery  that  primary  producers  should 
be  given  every  possible  source  of  relief  pending  a real  re- 
covery in  export  prices.  For  the  immediate  future,  there- 
fore, ti  e disadvantages  of  the  present  rate  are  small  com- 
pared ^/ith  the  advantages. 

Fc  r the  ultimate  future  the  rate  will  depend  upon  the 
prices  of  overseas  exports,  the  external  price  level  in  Aus- 
tralia compared  with  overseas  prices  and  changes  in  the 
burden  of  external  interest  obligations.  Whatever  rate  is 
agreed  upon,  Australia  will  be  able  to  link  her  currency 
with  sterling  through  a sterling  exchange  standard, 
details  d£  which  will  be  found  in  Chapter  V.  of  my  book. 
Credit  mtd  Currency  Control. 
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